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MTC Briefing Book Highlights Foreign Income
Conformity Traps
Posted on May 21, 2026

By Amy Hamilton

The Multistate Tax Commission has issued a pointed warning to states with corporate income taxes:
Outdated conformity rules designed for an earlier federal deferral regime are creating major traps in
the taxation of foreign income.

The biggest immediate risk of the federal movement toward direct attribution of certain controlled
foreign corporation earnings to U.S. parents is that states will misclassify attributed earnings as
dividend income, according to a new MTC briefing book.

This risk is especially acute with net CFC-tested income (NCTI) and subpart F income — amounts the
briefing book describes as attributed earnings of the U.S. parent rather than dividend distributions
from foreign subsidiaries. The briefing book explains that because these amounts are attributed
directly to the U.S. parent with no actual distribution required, treating them as dividends often
triggers inappropriate dividends received deductions (DRDs), exclusions, or narrow water’s-edge
rules, significantly shrinking the state tax base.

Developed through MTC forum presentations and discussions that began shortly after enactment of
the One Big Beautiful Bill Act (P.L. 119-21), the briefing book explores how the federal government’s
international tax changes affect state corporate taxation. The message is that the federal shift away
from traditional entity-by-entity transfer pricing toward broader attribution of mobile and intangible-
driven income is exposing vulnerabilities in state tax systems.

A major focus of the briefing book is an evaluation of state paths to NCTI conformity. The MTC notes
that in technology, pharmaceuticals, and other high-intangible sectors, NCTI can represent a large
share of a multinational’s U.S. taxable income. The briefing book explores how the federal
government’s shift toward direct attribution of CFC earnings interacts with state tax systems and
identifies the resulting mechanical mismatches that leave substantial amounts of attributed foreign
income untaxed in many states.

The briefing book encourages systemic review of current state statutes and makes the case that
without updates to their approaches, states risk significant revenue leakage through gaps in their
conformity rules, water’s-edge definitions, and DRD provisions. The MTC then offers what the briefing
book presents as targeted, defensible policy options for conformity, combined reporting,
apportionment, and base protection.

The MTC has received some initial feedback from state tax administrators who have reviewed the
briefing book since its release in March, according to Uniformity Counsel Helen Hecht.
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“They haven’t taken issue with the information we provided, but they have pointed out that their
states may have some guidance or information in place that they are having to rethink in light of
what the briefing book lays out — for example, the need to distinguish subpart F and other types of
attributed income from foreign dividends,” Hecht said in emails with Tax Notes. “So, all that tells me
that the states are interested in how they may go about conforming to the new federal system.”

Hecht added that she doesn’t think anyone would be surprised to see more activity and interest in
this issue from the states going forward.

“For one thing, there may be cases challenging the approach some states have taken to taxing this
attributed income, which will raise issues we’ve addressed in the briefing book, and probably others,”
she said. “Also, states are more confident now that Congress has committed to a different approach
to addressing the problems of income shifting — rather than continuing to rely on the broken
transfer pricing system.”

That, combined with the fact that U.S. multinational enterprises will be paying a minimum tax
somewhere, “means that the new system is here to stay,” Hecht said. “So, states that don’t conform
their systems to this new approach may see their tax base further eroded.”

Hecht said she expects the MTC to continue to receive questions and input from the states. If
necessary, the MTC will respond with additional information on how the new international system
works, how the states may be impacted, and steps that states may take to defend their tax base.

“We’re also following what others are saying,” Hecht said, citing as one example the Council On State
Taxation. In testimony and letters to state lawmakers and governors this session, COST has referred
to NCTI inclusion as state taxation of foreign-source income and opposed approaches that do not
include a corresponding section 250 deduction and foreign tax credits.

“I note that COST tends to refer to NCTI as ‘foreign income,’ implying states can’t include it in their tax
base,” Hecht said. “That really doesn’t make any sense. If states can tax an apportioned share of
worldwide income without taxing ‘foreign income’ (see Container Corp. of America v. Franchise Tax
Board) they can certainly tax an apportioned share of NCTI.”

More Conformity Traps

In addition to states mischaracterizing NCTI and subpart F income as “deemed dividends,” the
briefing book highlights several additional interconnected conformity traps.

For example, many states rely on what the briefing book calls overly narrow water’s-edge and 80/20
combined filing definitions — rules designed for an earlier deferral-based federal system. These
thresholds, typically based on property, payroll, and sometimes sales, frequently exclude CFCs or
domestic entities with low U.S. activity from the combined reporting group.

The result is what the briefing book presents as a significant trap: Even when NCTI or subpart F
income is attributed directly to a domestic parent and included in federal taxable income, the
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generating CFC and its factors often remain outside the state combined return. This creates a double
problem: The income is attributed to the parent but never makes it into the apportionable base.

The briefing book notes that this issue is especially pronounced now because the expanded federal
attribution regime pulls more income into the U.S. parent without requiring any actual dividend
distribution.

Compounding these problems are interactions between DRDs and water’s-edge rules that can
produce double exclusions, as well as inconsistent treatment of factor representation. When
attributed income does enter the base, states often fail to properly include foreign factors in their
apportionment formulas or inadvertently allow incorrect sourcing under market-based, single-sales-
factor rules. Attributed income also carries current-year timing, unlike actual dividends, which the
MTC briefing book notes creates further mismatches in how states calculate their share.

Potential Fixes

The briefing book’s overarching message is that states have real choices and that timely action is
essential.

It outlines targeted statutory clarifications such as explicitly characterizing NCTI and subpart F as
attributed income rather than as dividends, broadening water’s-edge definitions to pull in relevant
CFCs and 80/20 companies, limiting inappropriate DRDs for attributed earnings, and ensuring proper
factor representation in apportionment formulas.

In the briefing book the MTC pushes back on arguments that states must grant federal-style FTCs,
noting that consistent inclusion of foreign factors — in line with U.S. Supreme Court precedent in
Container — allows fair apportionment of unitary income without them.

Finally, the MTC briefing book offers a comparison of piecemeal fixes versus mandatory worldwide
combined reporting as a structural alternative.
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